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In the transfer of the ownership of a business enter¬
prise, the existence or non-existence of the element of good¬
will is of vital importance in evaluating earning capacity of
the enterprise. This study is an attempt to determine the
methods and criteria employed in the determination of the
existence of goodwill. It will also deal with the evaluation
of goodwill as well as accomting principles, practices and
conventions employed in recording, analyzing and interpreting
business transactions Involving the element of goodwill.
Although the courts have, through the years, consistently
held that goodwill does exist in certain businesses or trades,
and it is a very valuable property right, there still remains
a great deal of criticism on the subject.
Accountants, seeking to handle goodwill from a more
objective point of view, have proposed several alternative
methods of recording as well as writing goodwill off the
books, yet it is a subject on which there is considerable
difference of opinion among accountants and businessmen as
to how goodwill shoiild be handled as an asset.
This study is Intended to relate some of the pertinent
problems associated with goodwill. It will survey the varloxis
views held on the subject as well as the generally accepted
accounting principles and procediores governing the determi-
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nation and evaluation of goodwill. As a preliminary, it has
been deemed advisable to discuss goodwill from an historical
point of view. This historical view is intended to show how
the concept has broadened through the years. An attempt is
further made to discuss the elements that make up goodwill
and how these contribute to the excess earning of a business
or concern.
The method of procedure will be that of library research.
This study will draw heavily from the experience of persons
who have dealt with goodwill in writing accounting textbooks,
writing articles in accounting journals and in actual business
transactions.
This study is significant because of the great difference
of opinion that has existed th]?ough the years, and which still
exists among persons concemed with goodwill in business.
The author hopes that this study may prove to be valuable to
beginning students in accounting and to others dealing with
these problems.
While all aspects of goodwill will be discussed, emphasis
will be placed on accounting principles and conventions.
Goodwill is defined as the ability of a business to earn more
than a normal rate of Income on its assets; or it is the
capitalized value of excess earnings of a purchased going
concern, or of a partly purchased going concern.
CHAPTER I
ft
AN HISTORICAL DEVELOPMENT OP
THE CONCEPT ’’GOODWILL"
Goodwill Is that aspect of our thinking which lends it¬
self to a favorable judgment or choice toward a person or
thing* It includes friendship, which involves a recognition
of a personas qualities and a willingness to associate with
him, kindliness toward objects or organizations which are,
more or less, liKpersonal in character, and, finally, habits
that are formed upon the constant recurrence of such, favor¬
able judgment or choice. Goodwill, in this broad sense,
exists in all hman relationships.^
Commercial goodwill is a form of legal property which
has gradually grown up and developed with the development of
trade and business. In its earliest form, goodwill was the
good reputation of the individual as an honest and efficient
worker. The good reputation of the individual is obviously
of great iirgjortance to him, and upon it depends the reputation
of the particular trade or business by which he earns his
living. With the development of trade and business commer¬
cial goodwill emerged from its early obscxarlty and has rap-
M, Yang, Goodwill and Other Intangibles New York:




idly increased In Importance, mtll it now represents a di¬
vision of legal property of vast extent.
The word "goodwill" has been in commercial use for
centuries. It was shown to have been in vise by the follow¬
ing old writers:
In 1^71, Wills and Inv. N. C. (Surtees, 1835), 352:
I gyue to John Stephen ... my whole Interest and
goodwill of my Quarrell." It was later used in
1766 by Goldsmith in an article: "Having given a
hyndreds poxmds for my predecessor's goodwill ...
In 1786, IjO\anger No. 79: "On her marriage with the
Knight, she had sold the goodwill of her shop and
warehouse".!
The earliest reported legal decision of goodwill seems
to be a case in 1620 in which a consideration was paid by a
purchaser of the wares of an old shop for the vendor's agree¬
ment not to keep the shop sold in that vicinity (Broad v.
Jollyfe), The thought was that by so doing the customers of
the old shop would be transferred to the purchaser. The
vendor contrary to his promise, kept his shop and ftamished
it with new wares. A damage suit was entered and the claim
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was sustained.
In 1810, another reported legal decision on goodwill
was that of Cautwell v. Lye in the coxirse of which Lord
Eddon said, "!Ihe goodwill which has been the subject of
sale is nothing more than the probability that those who
^P. D* Leake, Commercial Goodwill (London: Sir Isaac
Pitman & Sons, Ltd., 1921), p. 1.
^Yang, op. cit., p. 27.
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take their goods there will find a carriage for them, which
forms the value of such a business*”^
A definition for goodwill as used In this earlier sense
Is this:
Goodwill Is the privilege, granted by the seller
of a business to the pin?chaser, of trading as his
recognized successor! possession of a ready-formed
"connection” of customers considered as an element
In the saleable value of business, additional to
the value of the plant, stock-in-trade, book debts,
etc,2
This definition la altogether too narrow In Its restric¬
tion of the application of the term "goodwill” to an exist¬
ing business, or to a ready-formed "connection" of customers.
An extension was made to include every advantage that might
have been acquired by a flm In carrying on Its business.
Thus it Is said that goodwill is composed of a variety of
elements. It differs In its composition in different trades
and In different businesses in the same trade. One element
may preponderate here and another element there. The reasons
for the change of legal opinion of goodwill are not really
known, but it Is assumed that the clrcianstances In each case
before the cotirt might have been so different that a change
had to be made. Another reason might have been that as the
industrial system developed and as society advanced, the law
^Leake, op, olt,, p, 2,
^Ibid,
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had to be broadened In its concepts of human rights, in¬
cluding property rights. Things which were not considered
property several decades ago became property rights because
of the development of modern society. Goodwill, by reason
of the great progress of society, came to be a property right
in many instances, and under a great many conditions to
which it was formerly held not to apply.
As industry gradually expanded and took on the modern
system of large-scale production, the question of employing
a big army of hiaman forces began to engage the attention of
the business men. The problem as to how to secxore and main¬
tain the solidarity and the efficiency of the employees be¬
came as pertinent as the old problem of getting the trade of
the customer. This solidarity or friendliness of the employ¬
ees gave rise to what is known as industrial goodwill. In-
dtistrial goodwill was recognized as property of value by
the Supreme Court of the United States in 1917.^ Hence,
goodwill, as a business asset and property right consists of
industrial goodwill, financial goodwill, and consumer goodwill.
These rights are legally protected under various names both
by statue law and by common law for the use suid benefit of
the owner.
The historical development of goodwill has thxis far been
dlscxissed from a subjective point of view. Turning now to a
1
■‘Yang, op. Git,, p. 31.
7
more objective basis from an accounting standpoint, goodwill
has been defined in terms of superior earning power, vhatever
the causes. This broader conception of goodwill Includes vir¬
tually all factors and conditions which contribute to, or
accompany unusual earning capacity. This change of emphasis
in the definition of goodwill from a subjective to an objective
basis seems to have come about because of the development of
modem business. Instead of simple methods of production with
a small amount of capital, there are manufacturers and commer¬
cial concerns with a considerable investment in machinery and
equipment and frequently an appreciable army of employees.
In place of the market being confined to a small community,
there is the nation-wide or world-wide market, in which the
prlcds of commodities vary sharply from period to period.
Often goods have to be moved regardless of prices in order
that capital may be released for a more advantageous use.
The growing prominence of the means of production and over¬
head cost and the disappearance of a stable price level in
modem business, make it true that there is seldom any direct
relation between the volume of business and the rate of pro¬
fit. Furthermore, the degree of specialization of industrial
eqTolpment is so extended that once capital is invested. It is
often impossible to liqxildate without substantival sacrifice.
Also many concerns have had to add public relations depart¬
ments for the purpose of gathering information, adjusting to
it, and winning over the public. Competition for attention
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of the public has continually broadened and intensified, be¬
cause the public decides whether an enterprise is to succeed
or fall* New instriuaents of transportation and mass commxmi-
catlon, airplanes, radios, movies, television, have accelerated
the spread of ideas. Industries that previously had little
access to these media sire e^osed to attitudes, ideas, and
coTorses of action. The situation has become so complicated
that Industries in most fields find they need expert advice
in dealing with their publics. Under such circumstances the
value of a modern business enterprise depends to an Important
degree upon its earning capacity.^
Formerly, goodwill was regarded by the courts chiefly as
an expression of the cordial relationship between the cus¬
tomer and the business. Recent court decisions tend more and
more to show that while the intangible factors in business are
Important in themselves, it is, nevertheless, the earning or
the opportunity to earn by virtue of the possession of these
factors which is of fundamental significance. Thus the close
relationship between goodwill and earning is well recognized
by the courts today.
Althoxjgh the broad conception of goodwill is an outgrowth
of modem business conditions, it has not been clear-cut. It
la now desirable to explain in a general way the origin of the
concept of excess income and its relationship to goodwill,
^Edward L. Bernays and others. The Engineering of Con¬
sent (Norman, Okla.: TSilversity of Oklahoma Press, 1955» p. 5.
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Apparently, the Idea of excess income Is derived from an
assun5>tion of the existence of a normal income. During the
handicraft period the concept of normal earnings began to
dawn upon the minds of the economists. This later developed
into modem business competition. Thiis, it came to be asserted
that Investments in various enterprises having the same amount
of risk tended to earn the same rate of interest. It was also
maintained that in general it tends to be such as is sufficient
to induce the prospective entrepreneur to enter the field; and
this profit, through mutual coi^etition among the entrepreneurs,
tends constantly toward equality within the same Industry and
within enterprises having the same degree of risk.^ Since the
concept of normal earnings has been accepted by accountants
and business men alike, it is believed that any amount in ex¬
cess of normal is attributed to a number of factors, namely
goodwill, patents, copyrights, franchises, etc. OSiese factors
have their part in the production of the final Income figure,
though the exact extent of the influence of each is by no
means an easy matter to calculate. Because of the dlfficvilty
of imputing the excess earnings to the other intangibles,
goodwill has been used to denote the entire group of Influences
which contribute toward autmentlng the income of an enterprise
beyond a so-called normal amount.^
^Yang, op, cit., p, 92.
%bid.. p. 93.
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As an incident of the growth of the concept of normal
Income, there surose two different meanings of goodwill. It
is generally agreed that an established business is more se¬
cure and profitable than one which has to be started anew.
Therefore, any person who contemplates buying an established
business will have to pay for the customer, the reputation,
and developed location, as well as for the merchandise, be¬
cause by such purchase he is enabled, presumably, to avoid
the sacrifice of profits during the first few years.. Another
conception of goodwill views goodwill as a relatively perma¬
nent and exclusive advantage which has been built \jp through
the efforts of competing proprietors and which, on account
of differences in their skills, is possessed in varying a-
mounts by different concerns.
It has been deemed that neither the first nor the second
concept of goodwill alone is adequate to represent the actual
business situation. The fact is that the size of the concern’s
income is ordinarily a matter of growth, and that even the
rate of earnings which is taken to be the normal accomplish¬
ment of a certain line of industry, develops gradually throu^
an interval of time varying in the different branches of in¬
dustries, Clearly, the prospective purchaser of an enterprise,
in computing the price to be paid for the properties, is in¬
terested to know not only how much he can save in the matter
of sacrifice of earnings during the first few years by buy¬
ing the business in question, but also the extra benefit he
11
can obtain in the form of excess income during the years in
which the said income may be presxmed to continue to appear.
Ordinarily there is a normal standard of accon5)llshment
during the period of development as well as during the period
of regular operation. During the latter stage, the precon¬
ceived normal Income furnishes the basis for measuring the
excess income to be capitalized by the purchaser. After the
date at which the concern commences actual operations, but
before it reaches the normal stage of growth, the basis of
value is the amount of profits that a prospective entrepre-
neiir would ezpect to forego during the period which consti¬
tutes the necessary length of time for the industry in ques¬
tion to attain a normal growth.^ A person or concern contem¬
plating buying an established business, therefore, would be
willing to pay for the capitalized value of the s^3ms by
which the actual earnings of a new business, during the period
of its development, would fall short of the normal earnings
in the developed industry. jChe amotjnt of this value will
obviously vary directly with the length of the developmental
period that is usually necessary for the particular kind of
industry and inversely with the rates of earnings that are
usually available during such a period.
It is perhaps true that the early legal opinion and some
of the contemporary views on the subject of goodwill Include
both of these elements of goodwill, for it has been asserted
that an established business is worth more than one that has
^Ibid.. p. 96
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to b9 started anew, though the lack of precision in the use
of the phrase "extablished business" is responsible for much
of the necessary confusion, A broad interpretation of good¬
will implies a business with its present earning capacity,
while narrowly interpreted it means an established business
having just reached the stage of normal maturity.
The preceding paragraphs reflect the instability of the
character of goodwill. It was this way from its early be¬
ginnings and throughout, shifting and broadening until it
reached its present state. The one characteristic which good¬
will has held intact is its utter elusiveness.
CHAPTER II
THE ELEMEHTS OP GOODWILL
As already stated, goodwill is made up of a variety of
elements* We shall now look at these elements along with the
cost of developing goodwill.
One of the elements of goodwill is good customer ser¬
vice. A consumer may like to buy from a particular concern
in preference to others merely because he takes delight in
the courteous and prompt service of the enterprise. It is
not an uncommon experience that purchasers consciously or un¬
consciously divide themselves into various groups, each buy¬
ing from a set of stores of distinctly their own class. To
suit the desires of their customers, different stores have
often been equipped with different grades of services, systems
of purchasing and deliveries credit allowances, etc.
Customers may habitually patronize a store for no other
reason than their established connection with the store.
When a concern has existed for a number of years and has
been fair in its dealings with its customers and scrupulous
in maintaining the standard of goods, there may have been
gradually developed a sense of confidence and appreciation
on the part of the customer^. The truth is that after one
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has patronized a store for a while, he feels naturally re¬
luctant to change his place of purchase for the simple reason
that the change will involve a taking of soma chance which
it is the nature of man to avoid,^ Many concerns have in¬
duced customers by the use of trade names and labels made
prominent through the use of persistent advertising. Thus
it may be said the consumer's goodwill has been created.
Another element of goodwill is that of location. Pur¬
chasers are often limited by distance in their effort to find
a suitable place to buy. They do not usually wish to go
shopping out of a certain zone except for the relatively more
costly goods. Similarly, and perhaps, in a slightly different
manner, location is also important in determining the volume
of business, particularly in retailing, although the effect
of this influence can be assigned to goodwill only when not
covered by land value. It is a matter of everyday experience
that a store located in a busy shopping section of a city
always draws more buyers. The habit to patronize a certain
store on account of the above circumstances is what has been
called the goodwill of location.^
Industrial goodwill, so called, is built up through
high wages, stability of en5)loyment, satisfactory oppor-
tmities for advancement, pension systems, hospital services,
llbid,, p. 41.
^Ibid,, p. 4^.
introduction of safety devices, etc. It also depends in some
degree upon public sentiment toward the particular, organiza¬
tion and the field it represents—a sentiment which may be
greatly influenced by factors other than the policies of the
particular enterprise. The benefits to the employer take the
forms of more effective services and resulting reduced labor
t
costs per unit (a condition not inconpatible with a high
level of wage rates), together with the savings res\ilting
from decline in labor tirmover and avoidance of interruption
in operation owing to disputes with employees. Without doubt,
in many cases good industrial relations—as evidenced by a
stable well-trained and loyal working force—contributes to
the total intangible value attaching to the enterprise,^
Industrial goodwill naturally, is developed at a cer¬
tain cost. This cost includes the expenditxares necessary
to create a personnel department and to bring together a satis¬
factory working force, together with the cost of all facilities
developed to provide for the physical care, technical trsdn-
ing, general education and entertainment of employees. These
expenditures may be viewed as indirect costs of intangible
value, if and \dien such value appears.
When we come to analyze financial goodwill, it is less
certain as to how material a part the friendliness of the
financial agencies toward certain enterprises may play in
^William Paton Sr. and William Paton Jr,, Asset Account¬
ing New York: Macmlllian Company, 1952), p.
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the matter of credit grantings and Initial financing. In
general It may be said that In all financial transactions
there is usually greater care and more Intelligent judgment
exercised than In other matters in the realm of our economic
activity. The work of the credit agencies and the Investi¬
gation bureaus of some of the large banks give a sufficient
amount of Information to enable the bankers and Investors
to gain an adequate knowledge of the so\mdness and profit¬
ableness of the transaction. There is, therefore, good
reason for the supposition that sentiment, friendship, and
habit do not affect as much in judgment of the financiers
in the selection of opportunities for investment as they do
that of the consumers in the choice of articles of consump¬
tion. However, high financial standing is reflected in the
attitudes of investors, financial houses, trade creditors,
and others from whom the enterprise secure capital or funds
in the form of either money or goods. Such standing facili¬
tates the raising of capital for both current and long-term
needs and thus contributes something to the general welfare
of the business. In some cases, financial position may have
a direct effect on operating costs by making it possible to
buy on expecially favorable terms or taking discounts.
Although having no cost as such the goodwill of an en¬
terprise may be in part the result of various types of ex¬
penditures which have been absorbed in operating charges.
Advertising and publicity cost is perh£g)S the most important
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example. It is a commonplace thing that general advertis¬
ing can5)fiLigns are often undertaken to iu^irove the long-run
position of the business, and it is a reasonable assun^tion
that the revenues resulting from such efforts are not con¬
fined to the periods in which the costs are inciirred, Simi-
lar’ly, the study of methods of distribution, and the work
of establishing sales agencies may have a bearing upon the
volume of business over a period of years. Technical re¬
search aimed at lowering operating charges and improving
quality of product is another factor which may be important
in the process of establishing goodwill.^
In principle there is as much justification for deferring
the cost of a program of advertising which by its nature and
timing is expected to benefit future business as there is
2
for treating the cost of erecting a biiilding as an asset.
However, the assignment of advertising expenditures to periodic
revenues is more difficult than the corresponding problem in
that of assigning periodic cost to a building. In the case
of advertising and related charges, policies vary widely from
business to business, even within a single field, and there
are few guides to conclusions as to the ”service lives” of
such factors. It seems advisable, accordingly, to dispose




notwithstanding the possibility of long-run significance in
the form of intangible value, except in the rare situation in
which the advisability of deferrment is clearly Indicated by
the circumstances. Ideally, they should be capitalized, at
least in part, and absorbed when their contribution to revenue
makes itself felt, but practical difficulties stand in the way
of such treatment.
Practically all businesses, to some degree, possess some
of the elements mentioned above, although they may not give
rise to an independent economic value.
In order to have value, a thing must not only be useful
to its possessor, but it must also be of such scarcity as to
make its possession worthwhile. When it exists in abundance,
it does not compel us to regulate our conduct with respect
to it, that is, to evaluate it. Profit being the chief ob¬
jective of any business undertaking goodwill must contribute
toward the improvement of the earning capacity in order that
it can call forth any valuation on the part of the entrepre¬
neur,^
A failure to understand this characteristic of goodwill
has been responsible for a good deal of confiision. Thus, it
is sometimes said that a concern may be losing business on
account of the fact that it charged its customers less than
ordinary prices and yet have goodwill. Such goodwill, is
^Yang, op, clt,, p, I4.7,
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not -what a prospective purchaser would be willing to pay for.
To be of value to him, goodwill must be of such as to produce
something beyond the normal expectation of profit in that
particular kind of business.
It is evident, then that if a business or concera pos¬
sesses good customer relations, kindliness between the em¬
ployer and the employees, high financial standing, as well
as a good reputation resulting from good products and ad¬
vertising, and if these elements contribute toward excess
earnings, a company is said to have goodwill, if not, good¬
will does not exist.
CHAPTER III
THE TREATMENT OP KON-PURCHASED
AND PURCHASED “GOODWILL"
Although it has he®n recognized by the courts that
goodwill does exist in a "going concern," acco\intanta agree
that goodwill should not be recognized in the accoiant unless
acquired by bona fide pTorchase of cash or its equivalents.
According to the general definition of goodwill in terras
of existence, goodwill exists when the actual or expected
earnings of a business are in excess of what is considered
to be normal after making allowance for the type of industry,
the risk, the state of business conditions, and other rele¬
vant alternative investment opportunities,^ It does not
follow that goodwill in such circumstances should be given
explicit accounting recognition. It has long been an accepted
rule of orthodox accounting that goodwill should in no case
be recognized definitely in the accounts unless acqtilred by
a boda fide purchase on a cash or equivalent basis, and should
then be entered as an asset for only the amoimt actually paid.
This rule may appear at first sight as somewhat irrational and
in conflict with the courts, but it is believed that this
A. Finney and H» E. Miller, Principles of Accounting,
Intermediate (New Jersey: Prentlce-Hali, Inc,, 195d)> p. 403.
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principle of practice is thoroughly sound.
Let us view the reasoning behind this concept. Account~
ing literatiire has had much to say about the "cost principle"
which may be stated as follows: Cost is the proper basis
for the accoimting for assets and asset expirations, subject
to an occasional modification in those instances where there
is convincing evidence that cost cannot be recovered, either
through use or, sale, whichever is normal for the asset.^ Also
the accounting process is based on bargained transactions
where the money amounts represent price determined in the mar¬
ket place as opposed to amoimts based on opinion. The account
ant prefers amoxmts that can be verified by reference to busi¬
ness doctiments originating outside of the enterprise. Such
p
support lends validity to accoxonting data. It is the func¬
tion of accoimtlng to exhibit continuously the actual invest¬
ment of the owners in various assets, but it is not their func
tion to include an estimated allowance for either capital or
personal elements, however. Important they may be, which are
furnished by the owners themselves.
In economics it is usually insisted that skill, health,
education, and other personal attributes cannot be regarded as
a part of the wealth or capital of the individual or commu¬




in flnanolEG. success,^ To the extent that goodwill depends
xipon personal factors and attributes, it Is evidently hardly
transferable. When untisual success is intimately associated
with the abilities and connections of a particular individual
or group of individuals, as is very often the case in sole-
proprietorships and the partnership, a transfer of goodwill
from one business to another is out of the question unless
the persons responsible for the success are brought over into
the new undertaking in the same capacities. To recognize
goodwill as a definite asset before purchase would mean the
occiarring of the services and conditions furnished by the
owners themselves as a property value on the book of their
own enterprise. This would mean that the owners would recog¬
nize their own functions and services as they do other valuable
considerations.
Despite the rules of the accountants, fictitious goodwill
is often recognized in practice,^ it has been used freely in
corporate organization and reorganization to give a nominal
validation to security issues which had a par value exceeding
the reasonable value of properties received. Often vhen a
partnership or corporation is taken over by another concern,
payment is made for goodwill in securities having a value
much below the amount stated in the agreement; the result is
^W.A, Paton, Accoxmtlng Theory (New York: Ronald Press
Co,, 1922), p. 320.-
2Ibid.
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the recognition of goodwill as an asset for an amoimt which
is in part, or even largely, a mere discoxuat. If a partner¬
ship, for example, is converted into a corporation in which
the original partners are sole Investors, the recognition of
goodwill is a doubtful propriety; in such a case no real pur¬
chase and sale has occxirred and no reliable criterion of good¬
will value should appear* Further, it is often contended that
when a concern conducts an extensive advertising campaign for
the ptarpose of developing business, and spends a sum greatly
in excess of a normal advertising expenditure, the purpose Is
to create goodwill, and the amount by which the cost of the
campaign exceeds a normal advertising expenditure can be capi¬
talized as goodwill* Such a procedure is not theoretically
acceptable by the accounting profession*3-
Evidently, then goodwill can never arise as a legitmate
asset unless the factors responsible for this element are de¬
finitely transferable without loss in value of tangible assets*
Further, a goodwill account may not appear on the books of a
business unless it has been paid for in connection with the
acquisition of a going and profit-making business, and the
goodwill account should be stated at cost*
We have seen that a business possesses goodwill if it
has excess earnings; but even under such a condition, a busi-
Flnney and Miller, op* cit** p* ljj.0*
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ness is not always Justified in having a goodwill account on
its books unless it comes about as a bona fide purchase*
The author will now turn to the goodwill account which results
from an actual purchase*
Goodwill which comes into being as a result of an actual
pxirchase is defined as the capitalized value of excess earn¬
ings of a purchased going concern or of a partly purchased
going concern. When the purchaser of a business pays a price
for goodwill, he is not paying for the excess earnings of the
past, but for the probable excess earnings of the future* The
accomplishments of the past, however, may furnish the best
available evidence of the probable accomplishments in the
futtn?e, and hence, it is customary to estimate the future
earnings on the basis of past net income data*^ The figure
that is agreed upon may bo selected arbitrarily between the
buyer and seller, or it may be the result of carefully prepared
computation, but the goodwill account must be stated at cost
when acquired* While this study will make no attempt to com¬
pute the estimated cost of goodwill, it will make mention of
some of the considerations in estimating goodwill*
In estimating the value of goodwill, first, the results
of operations for one preceding year are not a sufficient
basis for estimating future results of operation, because a
statement for one year would not disclose fluctuations in
earnings* Secondly, all extraneous and nonoperating gains
and loses should bo excluded. Thirdly, if any known fact
^Ibld., p. 1^04.
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points to a possible difference between past and futxjre earn¬
ings, these facts should be considered. To eaqpand this point
further, if management salaries have not been deducted by the
vendor, deductions should be made for the management salaries
to be paid by the purchaser provided that these salaries
should be reasonable, or if the fixed assets of the business
are to be transferred to the purchaser at a higher price than
that at which they have been carried on the seller*s book,
recognition should bo given to the fact that higher depreciation
charges will be acquired in the future, and that futxiro net
income will be diminished. Lastly, consideration should be
given to the trend of earnings and perhaps to the trend of
some of the Important items of revenue and expense. For in¬
stance, if there is a wide variation in Income, it would be
txnwlse to accept an average net income, because the extreme
amounts would not give a true average.
After having pointed out some of the considerations of
estimating goodwill, consider the question of the subsequent
treatment of goodwill in the accoimt after purchase. Unfor¬
tunately, the accoiant has beeh used for all sorts of purposes.
The chief misuses of the goodwill account has been charging
it with discount on stock. Since goodwill is based on earn¬
ings, it cannot exist apart from a business; therefore, if
stock is issued for cash or for other assets which su?e not a
part of a going business, and if the value of the asset
received is less than the par of the stock issued, there is
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no jiistification for charging the discount on stock to a
goodwill account#^
Another abuse of goodwill accoxant Is charging it with ex-
penses and loses which occurred during the early life of the
bxasiness when it is establishing itself on a paying basis.
Under such circumstances, the goodwill is merely a device for
effecting an eventual inflation of the Retained Earnings ac¬
count by, in effect, relieving it of the results of charges
for expenses and loses,^ it is plain to see that such proce¬
dures as related above do a great discredit to the goodwill
account and are not acceptable accounting practices.
It has long been stated under the orthodox theory of
accounting that goodwill should never be appreciated. Ac¬
countants seem to concur with this. The reason for this is
evident. Inasmuch as goodwill should bot bo recorgnized ex¬
cept then acquired through purchase, any step in appreciating
the value of pxarchased goodwill would seem to bo equivalent
to accruing vsdue on the basis of the concern's own earning
power. Any added earning power over and above the return
secured through the purchase of original goodwill should be
attributed to the efforts and connections of the new owners,
and should be reflected by a higher rate of return rather than
by additional charges to the goodwill account,"^
^Ibld., p. 411.
^Ibld.
^Paton, op, cit.. p, 325*
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However, on the question as to whether goodwill is a permanent
asset or should subject to depreciation like most other busi¬
ness properties, opinions differ widely. According to some
accountants, goodwill is highly fixed and is a non-depreciating
asset, and as such should be allowed to remain permanently in
the accotznts. Thus it is said:
Depreciation does not occur in goodwill as it does
in tangible fixed property investments, for it is
not subject to wear and tear, does not become ob-
aolescent (except in rare instances), and is not
used up in the operation of the business, in the
manner that buildings, machinery, equipment and
other fixed properties are.l
On the other hand while believing that goodwill is not of
a wasting nature but being impressed with the xmdeslrability
of showing the “Tinsightly** and ”tinwieldy" asset in the accoiints,
some accountants recoraraend that goodwill should be written off
by a debit to the Capital Surplus or Retained Earnings ac-
comt. The write-off is advocated on the grorind that it is
conservative to clear the balance sheet of such a fancy asset
as goodwill. This practice is not wholly commendable.
Still there are other accountants who advocate that
goodwill is an asset subject to amortization, thus it is ar¬
gued that goodwill shoiild not be written off when revenue is
declining, because this further impairs net revenue, but
shoijld be amortized by charges to revenue during boom years
or should be amortized on systemic basis.^
^Yang, op. cit.. p. 190.
2paton, op» cit.. p. 32$ •
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All of the foregoing views hAve their advantages and
disadvantages, and the validity of any one of them lies
solely In the accountants ability to Justify the method of
his choice In light of acceptable accounting practices*
CHAPTER IV
. VIKrfS ON THE ALTERNATIVE METHODS
OP HANDLING "GOODWILL"
Prior to about was considered proper to carry
goodwill permanently as an asset even though the earnings
may have declined to a point where goodwill no longer exists.
If, then, goodwill had to be written off, it could be written
off against any existing sixrplus, .capital or earned, even
though the value of the asset was unimpaired. In 1944*
committee on accounting procedures Issued a statement dealing
with the accovintlng for intangibles acqviired by the Issuance
of securities or ptirchased for cash or other considerations.
In that bulletin, intangibles were broadly classified as
type "a" those having a limited tern of existence by law re¬
gulation, or agreement, or by their nature and type "b" those
having no such limited term of existence. Goodwill falls into
the type "b” classification. The coipiittee recommended that
goodwill should not be written off against capital surplus.
It also approved that goodwill should be amortized when it be¬
comes reasonably evident that its term of existence has become
limited, by systematic charges in the statement over the
estimated remaining period of usefulness, unless such charges
would result in distortion of the Income statement, in which
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case a partial write-down might be made against earned surplus
and the balance amortized over the remaining period of use¬
fulness.
Approval was also given to systematic amortization of
goodwill by charges to income when a company decides that it
may not continue to have value during the entire life of the
enterprise, despite the fact that there are no present indi¬
cations of limited existence or lose Of value, and despite
the fadt that expenditures are being made to maintain their
value•
The opinion was also expressed that when it has become
reasonably evident that goodwill has become worthless, it
should be written off against Income, or if the amomt is so
largo that its effect on income may give rise to misleading
Inferences, it should be charged to earned surplus.
The committee on proeedures fvirther stated that lump-sum
write-off of goodwill should not bo made to earned surplus
immediately after acquisition, nor should goodwill be charged
against capital surplus. If not amortized systematically,
goodwill should be carried at cost until an event has taken
place which indicates a loss or a limitation on the useful
life of the asset,^
The procedures delineated in the preceding paragraphs
still represent the committee’s thinking and have not in any
^Accounting Resey»ch Bulletin Wo. 2k» (New York: Ameipican
Institute of Gerti'lf ied Pu'blic Accountants, 19ljli.), pp. 197-198,
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way been revised (according to the latest Accovinting Research
Bulletin on the subject of goodwill, 1961).
Rie Securities and Exchange Comraisaion in a published
report in its 194.5 Accomting Series revealed an Opinion of
the Chief Accountant discussing the propriety of writing down
goodwill by means of charges to the capital surplus. The
opinion, that of William W. Wemtz, is as follows.
"Inquiry has been made as to whether in a financial
statement required to be filed with the Commission,
goodwill may be written down or written off by means
of charges to capital surplus. In my opinion, the
proposed charge to capital surplus is contrai^ to
sound accounting principles. It is clear that if
the goodwill here involved is, or were to become
worthless, it would be necessary to write it off.
Preferably, such write-off sho\4.d have been ac¬
complished throiigh timely charges to income, but In
no event would it be perraissable, under sound account¬
ing principles, to charge the loss to capital surplus.
The procedure being proposed would, however, evade
such charges to income or earned surplus, and would
consequently result in an overstatement of income
and earned surplus and an understatement of capital."^
The position expressed by the then Chief Accoxaitant of the
Securities and Exchange Commission (William W. Wemtz) is the
staff's preference today, but businessmen are reluctant to
make charges of this kind against income when they are not
deductible for Income tax ptirposes, and the activity, with
which the goodwill is associated continues to be prosperous.
The Commission has also indicated that a write-off of
goodwill against paid-in svirplus is improper, except, perhaps,
in cases where the goodwill was grossly overvalued, and the
^Securities and Exchange Commission, Accounting Series
Release No. 50 (Philadelphia: Securities and Exchange Coramis-
sion, 1945).
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entry originally setting \jp the Goodwill accoiont carried a
credit to a paid-in surplus acco\mt. As to the amortization
of goodwill, the Commission has adopted no general rule. How¬
ever, in those cases in which a registrant has retained good¬
will indefinitely in its accounts, the staff has inquired
into the propriety of this accounting treatment. As a result
of critical scrutiny by the staff, many of the registrants
who have carried goodwill on their books for years have witten
it off entirely, or adopted a policy of amortizing it against
income over a reasonable number of years.^
The Internal Revenue has just recently recognized that
goodwill of a professional is salable. Althoxagh the courts
have long accepted the fact that an individual business or pro¬
fession can possess goodwill that can be sold, the Internal
Revenue Service disagreed with these decisions. Now the In¬
ternal Revenue Service has recognized that goodwill can exist
in an individual business or profession that depends solely
for its success upon the personal characteristics of the
owner.2
As to the handling of goodwill from the accounting stand¬
point, the Internal Revenue Code merely prescribes that amor-
1Jennie M. Paulen, Report Writing For Accountants (New
Jersey; Prentice-Hall, Inc.',' 19^5), p. ^63.
2
W. P. Hock, “IRS'and Recent Cases Recognizd That Good¬
will of a Professional la Salable" (Journal of Taxation, Jan¬
uary 1961), p, 31}..
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tization expenses shall only be applicable to property used
in a trade or business, or property held for the production
of income. In this respect, the basic tax riiles state that
intangibles, the use of which in the trade or business or in
the production of income are definitely limited in dxxration,
may be the subject of a depreciation allowance. Examples are
patents, copyrights and franchises. Intangibles that are
used in the trade or in the production of income but have im-
limited life are not subject to allowance. If, however, an
intangible asset acquired through capital outlay is known
from experience to be of value in the business or in the pro¬
duction of Income for only a limited period, the length of
which can be estimated from experience with reasonable certainty,
such intangible asset may be the subject of depreciation allow¬
ance, provided the facts are fully shown in the return or prior
thereto to the satisfaction of the Commissioner, No deduction
for depreciation, including obsolescence, is allowable in re¬
spect to goodwill,^
It should be noted that the Revenue Code permits the
amortization of Intangibles with a limited legal life, but
the Regulations reqviire a convincing showing by the taxpayer
before Intangibles of unlimited life may be amortized. Here,
there is an obvious conflict between the Internal Revenue
^A, L, Shugerman, Aoco'unti^ for Lawyers (Indianapolis:
The Bobbs-Merrill Co,, Inc., 1952), pp, 152-153.
Regulations and accounting practices.
As forestAtd^ accounting for goodwill is a subject on
which there is considerable difference of opinion in accost¬
ing and business circles. The paragraphs which follow will
reflect the ideas and opinions of noted authors and account¬
ants.
Among some of the accountants who feel that it is s-
necessary to write off goodwill are Montgomery, Esquerre,
Kester, Staub, Couchman and Dickinson. Thus, Montgomery
states that it is not the practice and it is generally
impractical to attempt to amortize goodwill.^ Esquerre ex¬
presses an even stronger view: "There is no reason why good¬
will should be amortized, depreciated of its vitality and
meaning."^
Kester says:
There is usually no logical basis for writing
off goodwill. When profits are large, goodwill
is a very real asset, to write it off then is not
logically consistent. When profits are small and
goodwill has declined, it would hardly be logical
to write off an portion less than its decreased
amount; yet the profits at such a time areorarely
sufficient to stand so heroic a treatment."^
^Robert H. Montgomery, Audltina; Theory and Practice,
6th ed. (New York: The Ronald Press Co., 19^0), p. 498.
2 V^Paul-Joseph Esquerre, Aocoxmting (New York: The Ronald
Press Co., 192?), p. 191.
^Roy B. Kester, Advanced Accounting, kth ed. (New York:
The Ronald Press Co., 191^.6), p. 369.
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In the opinion of Staub:
There is no basic reason for, or scientific method
of, writing off or amortizing the cost of goodwill,
the value of which is continuing. To require the
compulsory amortization of goodwill, the value of
which is being currently maintained or even enhanced,
seems a departure from the "going concern" concept
of financial statements and an attempt to provide
for loses which may be sustained upon termination
or liquidation of an enterprise at some time in the
future. If, however, a corporation decides to amor¬
tize the cost of goodwill, as to which there is no
present indication of limited existence or loss of
value, by systematic charges in the income statement,
long established custom indicated such procedure to
be permissible despite the fact that expend!tijres
are being made to maintain its value.
Couchman takes a slightly different position but apparr
ently follows the same line of reasoning. His statement is:
If you can write goodwill down, you need not; if
you cannot, you should.2
A. L. Dickinson asserts:
As long as the earnings of the business are main¬
tainable at not less than the level comtemplated
at date of purchase, it is Impossible to allege
any depreciation of value on the necessity of any
provision therefor. On the other hand, if any
serious depreciation has taken place, the profits
are probably so much reduced that it is not prac¬
ticable to make such provision.^
Opposing the group who say that pxirchased goodwill should
not or need not be written off the books are Dickee and Till-
yard who recommend that at the earliest possible stage the
^Walter A. Staub, Contemporary Accomting (New York:
American Institute of Accountants, l9i4-5)» ?• p.
^Charles B. Couchman, The Balance Sheet (New York:
American Institute of Accountants, 19211.), p. 138.
^A. L. Dickinson, Accoimting Practice and Procedure (New
York: The Ronald Press, 1913)* P* 70.
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whole amoxant of goodwill should he written off by a debit
to a capital accoxont; William Cole also shares this view¬
point.
Still another group of accountants who hold that good¬
will should be amortized regardless of which way earnings
fluctuate are Paton, Leake, Littleton and Finney,
Paton states:
It is sometimes held that since the existence of
intangibles depends upon earning power, the cost
or value of goodwill may be maintained on the books
undisturbed as so®®! as the level of income does not
fall below that implicit in the original purchase
or valuation. This position is objectionable in
that it is inconsistent with the assumptions ordi¬
narily made in determining the intangible value.
If the amoimt of goodwill as acquired is conceived
as the present worth of a terminable series of
special incomes, it would seem to follow that the
assets should be written off throughout the period
in which such incomes are expected to be realized.^
Leake, who also favors amortization of goodwill, asserts
the following;
It is urged against the writing off of the cost of
goodwill and often it is a fact that the goodwill
of a prosperous undertaking earning large surplus
profits is worth no less than it was when it was
purchased ten or twenty years ago. The question
is asked: Why, therefore, should the goodwill be
written off? The answer is that the present good¬
will is, in -the main, not the goodwill which was
bought ten or twenty years ago.^
Paton and Littleton, further, make the following state-
^W, A, Paton, Advanced Accounting (New York: Macmillan
Co., 19l}.l), p. ij.35.
2
P. D, Leake, Commercial Goodwill (London: Sir Isaac
Pitman and Sons, Ltd., 19^1), p. Yt.
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ment in regard to amortization:
The, cost of goodwill included in the purchase price
of a going ooncern is essentially the discounted
value of the estimated excess earning power—the
amount of the net Income anticipated in excess of
income sxifflcient to clothe the tangible reco\jrces
involved with a normal rate of return. Thus, pur¬
chased goodwill represents an advance recognition
of a debit for a portion of income that is expected
to materialize later. It follows that the amount
expended for goodwill should be absorbed by re¬
venue for charges during the period implicit in the
computation on which the price paid was based—in
order that the income not paid for in advance may
be meastired.-
Finney and Miller state that instead of regarding the
cost of goodwill as something which can be carried Indefinitely
in the accounts, it would seem necessary to regard goodwill as
an intangible subject to amortization, if the purchaser when
buying goodwill, is paying for excess earnings for a specific
nxaraber of years, it seems reasonable that the payment made
for the right to receive these excess earnings should be
charged to Income, as a cost of the excess earnings purchased,
during the period for which the earnings were pxxrchased.^
Having viewed the many conflicting and confusing state¬
ments which have existed among accountants, the next view will
be that of some of the major points in support of these state¬
ments ,
^W, A, Paton and A, C. Littleton, An Introduction to Cor¬
porate hAoooxmting Standards (Chicago: American Accounting
Association, 19i4.0), pp. 92-93.
P
H. A. Finney and Herbert E, Miller, Principles of Account¬
ing, Intermediate (New Jersey: Prentice-Hall, Inc,, 195ti) p. it-lif.*
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Accoimtants who hold that goodwill should not be written
off give the following major points as to why it should re¬
main on the books. First, it is overconservative toiwrite
goodwill off the books when it has not depreciated in value
below the purchase price. To write off goodwill in such cases
creates a secret reserve. To recognize this reserve is thought
to be unorthodox accoxjntlng. Goodwill suffers no actual de¬
cline in value so long as the earning capacity of the enter¬
prise is maintained. Secondly, when goodwill has actually
depreciated, it is not necessary to record that depreciation
in the operating accounts. The degree to which goodwill
exists is best shown by the profit and loss record. Its value
fluctuates according to expected future earning possibilities
of the enterprise. It is permissible to write goodwill off
the books when it is declining in value or when it has lost
its value, but amortization is not required. Lastly, it is
impossible to determine acctu:>ately the extent to which the
goodwill has depreciated. This fact has been accepted by
some accountants as one of the 0ajor reasons why it shovild
not be brought into the accounts, unless piu?chased. The
owner of a business cannot make an important estimate of the
extent of which goodwill has depreciated. Consequently, since
ajjprecilatlon of goodwill is not recognized in the accounts.
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neither should depreciation be charged,^
Accountants who advocate that goodwill should be written
off the books immediately or as early as possible, give the
following points in support to this position: The writing
off of goodwill evokes scarcely any protest, even when it is
recognized that substantial goodwill exists. The general
distrust of goodwill and the knowledge that it has been
widely used to capitalize exaggerated expectations of future
earnings leaves an almost universal feeling that the balance-
sheet looks stronger without it. When actual consideration
has been paid for goodwill, it should appear on the balance-
sheet long enough to create a record of the fact in the his¬
tory of the company. After that, nobody seems to regret
its disappearance when accomplished by methods which fully
disclose the clrcxjmstances.
Those accomtants who contend that the cost of purchased
goodwill should be written off or amortized on a systematic
basic, without regard to the profitableness of the enter¬
prise, give the following major reasons: In accordance with
a primary function of accounting to match cost and revenue,
the cost of goodwill shovild be amortized as a means of match¬
ing the cost of sec\iring the income against the Income actu¬
ally received. All purchases, whether for advertising, sta¬
tionery, btdldlng, machinery, employee services and goodwill
^George R, Walker, "Why Purchased Goodwill Should Bo
Amortized on a Systematic Basis" (Journal of Accountancy,
February, 1953)» p. 211}..
are made for the purpose of an income ret\irn greater than
the output, or as an aid to that goal. The cost of these
purchases is matched with that part of the income stream for
which each cost is applicable. The matching is not in terms
of the changed value of each of the assets.^
In the past, aoco\intants have often sanctioned the writ¬
ing off of goodwill as one charge or as soon as earned surplus
or capital surplus would permit, because goodwill, in terms
of a worthwhile accounting concept, never existed or was not
obtained through a bona fide ptirchase. This policy is still
sound in cases where goodwill has been broxight into the
accounts without Justifiable reason, but it is \msoiind with
reference to the write-off of purchased goodwill.
The basis for the most confusion on the question of
amortizing goodwill can be traced to the word “value
Though accoxmtlng is not a process of valuation, writers
continue to reach conclusions with reference to the treat¬
ment of goodwill on the thesis that its present veOLue has
changed or has not changed. Depreciation charges are not
made in an attempt to show present value, but as a means of
allocating the cost cf the asset over the period of its es¬
timated usefiilnesa. Goodwill amortization charges are of
the same nature. The fact that the value of the building
or the goodwill has increased during the years is beside
^Ibid,, p. 216,
2lbld.
the point* In general, asset values have Increased tremen¬
dously during the past fifteen years, but this increasing
cEf value did not eliminate the need for depreciation charges
on buildings and the systematic amortization of purchased
goodwill*
It has been argued that there is no scientific method
for the amortization of goodwill, since it is Impossible to
determine accurately the extent to which goodwill exists or
has depreciated* It is readily admitted that the piarchase
price of goodwill is based on an estimate of the value of
future espectations* However, the same is true for the
building, advertising, eqxilpment and all other items which
are purchased* Likewise, practically all cost and income
matching items are based on estimates. If there is any
difference, it is one of degree and not of kind*
Accomtants, will agree that goodwill shoiald not be put
on the books imless pxarchased; it stands to reason then if
the pxjTchased goodwill has depreciated and a new goodwill
has been built tp, the new goodwill should not appear as an
asset on the books. And it is certain that goodwill does not
exist in perpetuity* Owing to the operation of economic
forces, excess earnings can never exist permanently* Pur-
t
chased goodwill expires, sometimes very quickly* Management
must always be making expenditures for the purpose of maintain¬
ing or increasing goodwill which expires and the expenditures
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which are later made in an effort to maintain goodwill must
ultimately be matched against income* Similarly, the main¬
tenance costs are matched against income over a period of
years.
It is also maintained that when goodwill is being amor¬
tized according to a systematic plan, a charge to current
operations is the only typo of charge which Is consistent
with the definition and meaning of goodwill and the functions
of accotanting,^ Hie cost of the goodwill represents a cost of
securing income in the same sense that the cost of raachineiy
and rent sa?e costs of securing income* The annual amor¬
tization charge shoxild be matched with the income for the year
in the same manner as other costs of current operation.
Although the Committee on Accounting Procedures is de¬
finitely against lump-sum write-off Immediately following ac¬
quisition, in the pooling-of-interest, it is advocated that
such accounting procedure is carried out.
Under the poollng-of-Interest, the assets, liabilities,
and stockholders» equity accounts are brought into the ac-
qialring company at the amount at which they were carried on
the books of the acquired company; and any excess of the fair
value of the stock Issued over the previously established
book value is not recorded or accounted for. The result is
no goodwill is recorded as an asset by the acquiring company;
it is charged off against the stockholders* equity in setting
^Ibid.. p. 217
up the accounts for the combined business that aiierges.
In a recent article, L.B. Spacek points out that such
procedure as mentioned above, while achieving the desir¬
ability of avoiding the incongruities in accovinting for
goodwill adds one more alternative in the handling of
goodwill. He argues that the alternative methods used in
accoxmtlng for pxirchased goodwill **have resulted in account¬
ing chaos.He objects both to the pooling-of-interest
account and to amortization of goodwill against income and
proposes, instead, that the excess of acquisition costs
over fair value of acquired assets should be written off
immediately against surplus.
Spacek gives the following reasons for his position:
While I condemn the pooling-of-interest concept
as a fiction, it has served as a convenient make¬
shift to achieve some semblance of proper account¬
ing. If the pooling concept had not been invented
as a means of keeping large amounts of goodwill
off the balance sheet in acquisitions or mergers
of going concerns, the amounts that would have been
recorded as goodwill would have been staggering ...
particularly in transactions involving glamour
stocks with very high price ratios. These amounts
would have destroyed the value of the balance sheet
as a presentation of financial position; and amor¬
tization of this goodwill against not income would
have toade the income statement meaningless as a
tool for measuring results of operations. The sheer
size of the goodwill element would have forced
accountants to admit that accounting for goodwill in
this manner was, somehow, wrong.2
^Leonard Spacek, "Goodwill in the Corporate Balance
Sheet** (Journal of Accountancy, February, 1961;.), p, 38.
^Ibid., p. 39.
In essence, Spacek views this pooling-of-interest, as
a cover-up for hiding goodwill.
As to the amortization of goodwill, Spacek make this
statement:
I respectfully submit that the amortization of good¬
will against income is not proper. Income state¬
ments should show earnings from operations, xm-
distorted by items that are in no way related to
operations, such as charges for the amortiiation
of goodwill. The public then reaches an opinion,
which is constantly changing, as to what the earn¬
ings of the future are likely to be. When the
income statement is viewed in this light (and I
fail to see how it provides any other kind of In-
fomation), Gharges to the Income statement for
the cost of earning power result in a statement
which is wrong and which will probably mislead
its xansophisticated users.^
The many views that have been stated, show how the dif¬
ferences of opinions act to compoxind the problems attending




Goodwill, the accoxmtlng feature which has baffled,be-
wildered and caused untold consternation among the ranks of
accountants from the time of its exlstende, is still very
much a puzzling problem.
There are so many aspects of goodwill that that in it¬
self presents a difficulty. It was once considered as,
simply, the good reputation of the individual as a worker.^
The concept grew rapidly until it became what we know today
as a division of legal property of vast extent, a salable
property to be accounted for on one’s records.
The earlier definition for goodwill namely,"... a ready
formed ’connection’ of customers considered as an element in
the salable value of a business additional to the value of
the plant, stock-in-trade...," became too narrow in its con¬
text. The definition was extended to include every advantage
that might have been acqiilred by a firm in carrying on its
business. With the expansion of the definition came new
problems in treatment of the asset in the accounts, since
one element might preponderate here and another there, and
since goodwill often differs in its composition.
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One of the elements of goodwill, good customer service,
stems from the fact that customers generally prefer trading
with a particular firm for any number of reasons, among
which are courteous service, habit, location, and confidence
in the firm. When cxistomers patronize a store due to any of
the above reasons, there exists what is called consumers’
goodwill.
Industrial goodwill, on the other hand arises from high
wages, stability of eii5)loyment, satisfactory opportunities
for advancement, etc. It depends, too, on public sentiment.
Such good Industrial relations without doubt, contribute to
the total intangible value of the enterprise—its goodwill.
More problematic is the analysis of financial goodwill.
It is more difficult to denote the dollar-value of the friend¬
liness of the financial agencies toward certain enterprise®
and to determine Just how much may be financial goodwill.
However, there is good reason to believe that sentiment,
friendship, and habit do not ed’fect as much the Judgment of
financiers as they do that of consumers.
The cost of developing the types of goodwill mentioned
above is not easily pinpointed. It may be the result of
various types of expenditures which have been absorbed in
operating charges. An example is advertising and publicity
cost the benefits of which are long-term as well as immedi¬
ate. Along with these is technical research aimed at lower¬
ing operating charges and improving the quality of the pro-
duct. This is an important factor in the process of es¬
tablishing goodwill. However, if these factors do not con¬
tribute toward excess earnings, goodwill does not exist.
On the subject of non-purchased and purchased goodwill,
an accepted rule of accounting has been that goodwill should
not be recognized in the accounts unless paid for in cash or
a cash equivalent. The reason for this view is that cost is
the basis for accounting for assets, and it is a fimction of
accounting to eschibit continuously the actual Investment of
the owners in various assets but not to include an estimated
allowance for either capital or personal elements.
Purchased goodwill is the capitalized value of excess
earnings of a purchased going concern or of a partly purchased
going concern. The purchaser is actually paying for probable
future excess earnings. The method of recording purchased
goodwill is subject to considerable discussion. I&ifavorable
methods are those of, charging it with discount on stock,
and charging it with earlier expenses and loses. Acceptable
methods are, writing goodwill off by a debit to the Captial
Surplus or Retained Earnings account, and amortizing goodwill
by charges to revenue during' boom years or amortizing it on
a systematic basis.
The acceptable accounting methods named above are good
only if accountants can justify their use.
Because of the questionable nature of goodwill, account¬
ants often have strongly differing views concerning it. As
stated before, most of the views are sound accoxmting prac¬
tices depending upon the justification for their usage.
Some accountants feel that goodwill sho\ild not be
written off against capital surplus. Chief among these is
the former Securities and Exchange Commission head, William
W. Wemtz. Others are Montgomery, who feels that the method
is impractical, Esquere^who thinks there is no reason for
doing so, and A. L. Dickinson^who considers the practice im¬
practical.
Other accountants hold that goodwill should be amortized.
Some of these persons are Paton»who thinks that goodwill should
be amortized, Leakejwho feels that the present goodwill is
not that which was bought some years ago, Paton and Littleton,
who believe that the amount spent for goodwill should be
charged during the period in which the purchase was made,
and Finney and Millep, who think that the payment for good¬
will should be charged to Income during the period for which
the earnings were purchased.
Strong and differing views are also held on other as¬
pects of the problem of how to treat goodwill in the accovints.
In light of the already existing confusion, the writer
feels that goodwill should be written off the books by sys¬
tematic amortization to the income statement. The writer’s
basic reason for :favorlng the amortization of goodwill is
that there is no real means for meastiring the effect that
goodwill has on the particular earning power of an enterprise.
and earnings can remain in excess of normal whether goodwill
appears on the balance sheet or off. To write goodwill off
by systematic charges to the income statement is not a means
of cutting down on the earnings, but a means of recovering
the cost of the asset. Further, since cost governs the re¬
cording of all assets, cost should be the basis for the re¬
covering of assets.
When the excess earnings of a company have been pijrchased,
the acquiring company has a right to these earnings whether
goodwill remains on the books or is written off immediately.
In order that a compromise may be reached. It appears that
systematic amortization should be used in order to avoid the
extremes of either leaving goodwill on the books too long or
writing it off too quickly.
Needless to say, the above view is not shared by all
accoimtants. Due to the very nattire of goodwill, the pro¬
blem of handling it in the accomts is likely to remain a
problem until such time that a more restricting set of prin¬
ciples is drawn up by the Committee on Acco^lntlng Procedures
of the American Institute of Certified Public Accountants,
and similar groups.
In the meantime. It is well to remember the often quoted
words of Couchman, "If you can write goodwill down, you need
notj if you cannot, you sho\ild,"
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